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1. An Adjustment Puzzle 1 Before the transition started there was nearly a consensus among experts and politicians about how the Russian labor market would likely evolve in case of a radical economic change.
Nobody doubted that a complete collapse of old economic structures designed by the central planners would be inevitable. As a consequence, this would bring drastic displacement of workers and the rapid arrival of high and prolonged unemployment. The first experience of earlier reformers like Poland provided visible and practical arguments in support of this view. Political and social implications of such developments in an economy that was strongly distorted and overindustrialized but had no unemployment-related social experience were expected to be dramatic if not catastrophic. This simple calculus determined the dominant attitude of much of the Soviet political elite in the late 80s as well as of the Russian authorities later throughout the transition. The expectation of high unemployment in Russia was also shared by almost all influential international experts. Predictions of unemployment reaching 25% of the labor force were at that time standard and frequent. 2 Two major implications followed from this. On the one hand, high unemployment was considered part of the total transition costs borne by the population and all agreed that it should be cushioned; on the other, its arrival could be considered as a credible signal that the radical reform had taken off.
The real story took, however, a completely different route. Most of the early forecasts were contradicted by actual developments and later predictions did not come true either. In short, the unprecedented fall in output that took place was not matched by employment adjustment of similar scale. Employment declined but in a piecemeal fashion; unemployment was on the rise but gradually as well. Meanwhile, wages fell dramatically, making a puzzling contrast with the famous wage rigidity axiom. This -unexpected -combination of flexible wages and relatively stable (or, more accurately, highly inertial) employment became a long-term distinctive feature of the Russian labor market for years to come. Dubbed by R. Layard [Layard and Richter, 1994 This chapter explores the evolution of the Russian labor market trying to deconstruct its major determinants and potential implications. In order to unveil the puzzle, we analyze how the Russian labor market has been evolving over time in its major dimensions and what has been shaping these developments. Why was this evolution different (if it was) from what was initially expected by analysts and actually observed in many other transition countries? How did existing labor market institutions contribute to shaping the pattern and to making it so persistent over time?
What were some political economy preconditions and consequences? These issues are discussed in more detail below. 3 For convenience we label it as "the Russian model", though in most of the CIS countries national labor markets operate to a large extent in a similar way [Commander, Tolstopyatenko, 1997; Boeri, Terrel, 2002 ].
A Concise History of the Russian Labor Market Ups and Downs
There were three stages in the evolution of the Russian labor market, marked by radical shifts in the prevailing macroeconomic regime. The first lasted from 1991 to 1998 and reflected the deep transformational recession that Russia went through. This recession caused a decline in employment, cuts in working hours, and sharp falls in real wages. The second one (1999) (2000) (2001) (2002) (2003) (2004) (2005) (2006) (2007) (2008) ) saw the dynamic post-recession recovery and a rapid improvement in labor market performance. Finally, the economic crisis of 2008 initiated the third stage, the major properties and final outcomes of which were not completely clear at the moment of writing this paper. In this section we will trace, first, how the Russian labor market evolved and functioned over the period of 1992-2008 and, then, consider the recent (post-2008) tendencies in more details.
Stable Employment, Low Unemployment
The stylized picture of how the Russian labor market has been performing is presented in Low sensitivity of employment to fluctuations in output emerges as a major -trade mark‖ of the Russian labor market.
As a result, the employment to population ratio (e/p ratio or employment level) has remained unexpectedly high (Fig. 2) . It decreased initially by 13 pp from 71.8% to 58.4% but then -during the recovery period -reached 69%, gaining over 10 pp. This puts the Russian employment level a little above the OECD average and significantly above the average for other post-socialist countries.
If employment remains high and relatively stable, one might expect unemployment to be effectively contained. Fig.3 provides visual support for this expectation. Unemployment did not 4 At the same time, the corporate sector continued to downsize! shoot up in Russia even in the worst economic downturns. It always moved gradually without any sharp jumps, which could be caused by mass layoffs if the latter were used. Having started from 5.2% in 1992, total unemployment (by the ILO definition) surpassed 10% only after 6 years of protracted recession and reached (for a short period) its peak value of 13.3% in 1998. However, it has never approached peak values typical for some other transition economies (Fig. 4) , despite much longer and deeper recession. Given the extraordinary depth and length of the transformational recession in Russia, it is hard to deny that unemployment has remained disproportionately low. The post-crisis (1998) recovery launched a fast decline in unemployment, which more than halved by mid-2008, having reached a decent level of 5.5-6%. 5 This performance was so counterintuitive that a search for measurement errors emerged as the first reaction. Initially, low unemployment in Russia was interpreted by some analysts as a statistical artifact and attributed largely to poor quality measurement or to the inapplicability of the conventional ILO definition to transition economies (Standing, 1996) . This hypothesis however did not pass an empirical test (Brown et al, 2006) . The Russian unemployment estimates appeared to be quite robust to any modifications in definitions and measurement. Alternative estimates based on broader and more relaxed definitions stayed very close to the then official Goskomstat measures. 6 Using claimant (registered) unemployment brings an even bigger surprise since this measure has always been extraordinary low. During the period of 1990-2000, it fluctuated within the narrow band of 1-4% and had fallen under 2% by mid-2008 (Fig 3) . None of the CEE countries could boast such persistently low registered unemployment (Fig.5 ).
The gap between these two measures of unemployment (the registration-based and the survey-based) has been large and persistent over time. It has never shrunk to less than three times but reached seven times in some periods (Fig. 3) . Even more interesting is the fact that these unemployment measures moved along non-coincident trajectories. The first one reached its peak (3.6%) in 1996 and then started to decline, while the second one kept growing for two more years and reached its peak (13.3%) only in 1998. In other words, the number of the registered unemployed started to decline at a time when the number of the ILO unemployed was still rising. There were also sub-periods with the opposite dynamics. After 1998, the general unemployment rate sometimes 5 For comparison: in Poland, Slovakia, and Bulgaria, the unemployment rate was close to 20% over most of the 2000s. 6 This was not the case however with alternative estimates for two other transition countriesRomania and Estonia which moved markedly away from the official ones (Brown et al., 2006) . declined while the registered unemployment rate was rising. (Kapelyushnikov (2002) explores why these indicators diverged so much).
Low Inter-Firm Labor Mobility?
Another tentative explanation for employment stability invoked supposedly low inter-firm labor mobility and emphasized existing barriers, some of which were inherited from the Soviet past.
According to this view, low unemployment emerged as an equilibrium outcome of the interaction between dependent workers and paternalistic employers. Russian workers were deeply afraid of entering the external labor market mostly because they highly valued firm-provided social benefits.
Therefore, on the supply side, they did their best to keep the jobs they occupied. On the demand side, intrinsically paternalistic employers hoarded labor and rejected any downsizing [Commander, Schankerman, 1997; Commander, Tolstopyatenko, 1997; Friebel, Guriev, 2000].
Certainly, this may have been true of some workers as well as some managers. However, there is little evidence that this argument could explain much of the adjustment process. For example, persistently high worker turnover is hardly supportive of this theory.
In fact, worker turnover in Russia was much more buoyant than in the other post-socialist economies for which detailed data are available [Cazes, Nesporova. 2001; Employment Outlook, 2002] . This resulted in a high proportion of short-tenured workers and a low average tenure. As
Lehmann and Wadsworth noted [Lehmann and Wadsworth, 2000] , these were -tenures that shook the world‖. Gross worker turnover measured as the sum of hirings and separations across all firms made up 43-62% for the whole economy and 45-65% for industry. As Fig. 6 suggests, in the 90s stability of employment was achieved largely by keeping hiring at high levels, not by low separation rates. Firms could easily downsize proportionately to the output fall by slowing new hiring.
Meanwhile, even in the hard times of the 90s, the hiring rate remained at a high level of 20-25%
(relative to average annual employment) thus contributing to relative stability of employment.
Workers' separations from firms were (and are) mostly voluntary (at least they were registered as such) and this fact looked paradoxical as well. Involuntary separations (firings) were relatively rare even when the crisis was the most acute. Those fired made up not more than 1-2.5% of all employed in firms or 4-10% of all those actually separated (due to any reasons). Voluntary separated (quitted) workers made up 16-25% of all the employed or 65-80% of all the separated.
In sum, available empirical facts provide little support to the hypothesis that stability of employment was generated by low worker turnover and by the -mutual attachment‖ of workers and managers. Employment remained relatively stable not because of managers who were unable to displace workers and not because of workers strongly opposing any displacement. The actual rate of labor turnover would have allowed for any employment level. Therefore, some other forces must be at work here.
Two other interconnected factors may offer more plausible alternative explanation. These are flexible working hours and flexible wages.
Flexible Working Time
For the first 5 years of the transition, the annual duration of working hours in the Russian economy was shortened by 12% (Fig. 7) . In industry, the decrease made up 15%, or about one seventh of the annual working time. From the mid-90s on, the duration of working time grew rapidly, increasing by 2008 by about 6% in the whole economy and about 16% in industry.
Fluctuations in hours had a magnitude comparable to that in employment (Fig. 1) . If hours had been stable, the change in employment would have been twice as large as that observed in the crisis and in the recovery, other things equal. 7 By contrast, in the CEE countries the cyclical dynamics of hours were much more muted.
There were multiple reasons for hours to shrink so significantly. In the early transition period (late 80-early 90s), the Russian authorities used legislative cuts of working hours as social and political cushions against mounting hardships. At that time, they had few resources to appease the population facing accelerating inflation and income losses; so free hours were considered a kind of social transfer. The normative duration of the working week was shortened from 41 to 40 hours, minimum holidays were lengthened from 18 to 24 days, additional days of national holidays were introduced, and additional categories of workers got the right to work shorter hours (for the same salary/wage). These social reasons were soon complemented by economic factors that forced firms to cut hours further.
Firms soon realized that cutting hours was one of the cheapest ways to adjust labor costs.
They did this in two major ways. They shifted their personnel into administrative leaves (unpaid or partially paid holidays) or into short-time work. Use of these schemes reached a peak by the mid90s, when 5-7% of workers were on short-time work and 2-3% went on forced vacations. 8 (Every 7 Since these estimates refer to the formal sector, they may overstate actual fluctuations in hours worked. Partially, losses in hours here could be compensated through moonlighting or involvement in the informal sector activity. 8 Workers on forced leave were subjects to partial compensation which was often withhold due to poor enforcement of this legal norm. This cut down costs associated with the use of forced vacations and stimulated further dissemination of this practice.
year in that period, 6-15% of workers experienced short-time work and 8-15% suffered from involuntary leaves.) Flexible hours allowed firms to avoid mass downsizing. Instead, they resorted to shortening working hours for a large portion of the employed population.
However, in 1999 the return of growth changed the trend and the use of short-hours schemes began to shrink very fast. In 2007, less than 0.2 millions workers were affected by short-time work or were sent to unpaid vacations. This constituted less than 0.5% of all workers employed in Russian firms. Fast recovery in working hours and the wide use of overtime work limited employment growth in the boom period.
Flexible Wages
Shorter hours brought labor costs down but not enough to accommodate the GDP fall.
Downward wage flexibility did the rest.
During the 90s, the real wage lost cumulatively around two thirds of its initial value, demonstrating thus a -great contraction‖ ( Indeed, as can be seen from Fig. 10 , -the great wage contraction‖ was mostly achieved in three big leaps which followed major macro shocks. The first was associated with the price liberalization in 1992; the second one with the so-called "Black Tuesday‖ in financial markets in October 1994; finally, the third followed the default in August 1998.
The second way (to adjust the real wage downwards) was associated with the specific composition of the wage bill that is typical for the majority of Russian firms. In Russia, a considerable fraction of total wage payments is variable and not fixed in labor contracts. This part includes premiums and bonuses that can fluctuate within a wide band contingent upon general economic conditions and firm performance. (We will discuss institutional properties of the wage setting system in more detail in the next section). Linking a significant fraction of workers' compensation to firm performance makes the total wage contingent upon changes in output. In case of downturn, the wage payment shrinks almost automatically, thus containing total labor costs.
Meanwhile, workers are likely to enjoy an additional premium in the upturn. As a result, this fraction of wage compensation moves procyclically. As Table 1 documents, in the crisis ridden year of 1998, the most flexible part of the wage made up on average 27%, while in much more prosperous 2007 it reached almost 36%. A similar regularity is observed across sectors and firms ( Table 2 ). For 2005, in the most prosperous oil/gas extraction and metallurgy sectors, the premiumtype variable fraction (including tariff-related regional allowances) made up58% and 52% of the total wage bill! Even in the over-regulated and largely state-run education and healthcare sectors this constituted a quarter and a third, respectively. (Reference to the US?) The third approach to wage adjustment was paying late. Wage arrears grew explosively over the 90s and were widely discussed in the research literature [Clarke, 1998b in mid-1998. At that time, about two thirds of all wage and salary workers were paid late. In real terms, the accumulated value of arrears increased by tenfold from the start to the peak (Fig. 9) . In 1992-1993, the stock of unpaid wages amounted to under one fifth of the monthly wage bill; by the end of 1998 it accounted for over 1. In downturns, simultaneous use of all these instruments (inflationary depreciation of real compensation, cuts in premiums, wage arrears and shrinkage of shadow wages) contained labor costs and made mass downsizing not vitally important. Workers losing earnings activated their exit behavior. As a result, employment adjustment was allowed to proceed gradually and sharp outbursts of open unemployment were prevented. As Boeri and Terrell noted about labor market adjustment in the CIS region, -… the flexibility of wages clearly did matter… The tremendous decline in wages in the former Soviet Union helps explain why employment declines in these countries early in the transition process were relatively muted, while the lesser decline in wages in central and eastern Europe helps explain why adjustment in these economies took the form of larger declines in employment‖ [Boeri & Terrell, 2002, p.60] . When the economic situation tended to improve, firms could minimize using these instruments and, therefore, they raised the payable wage. Again, positive shocks were met by (positive) wage fluctuations but not by any sizable changes in employment.
The contrasting behavior of wages and employment is well illustrated by Fig.10 , which presents their monthly dynamics over [1991] [1992] [1993] [1994] [1995] [1996] [1997] [1998] [1999] [2000] [2001] [2002] [2003] [2004] [2005] [2006] [2007] [2008] [2009] . If the former reacted immediately to any shocks, the latter remained largely insensitive and unaffected. The dotted broken line for real wage dynamics reconstructs in detail the drastic ups and downs in the Russian economy throughout the transition. By contrast, looking at the smooth line for employment, one could hardly imagine those dramatic events that went one after another during the period. A standard textbook view would suggest that the picture should be rather the opposite.
Did the 2008-09 Crisis Change the Mode of Adjustment?
The 2008-09 economic crisis can be considered an additional robustness test for the model. It reduced Russian GDP by 7.9% in 2009 and called for a large adjustment in the labor market.
Institutional changes in the Russian economy (including the ongoing battle of the government for -better enforcement‖, persistent increases in administrative pressure on business, the retirement of the old generation of paternalistically oriented "red directors" etc) coupled with substantially lower inflation might raise doubts that behaving in the old way would be feasible for most firms. Against these expectations, available evidence suggests that key labor market indicators tended to behave largely as before.
Indeed, total employment declined only by a modest 2.2% in 2009 (Fig. 1) . (True, in the corporate sector net job losses were somewhat larger -3.5%; the difference can be attributed to the fact that the outflow from the corporate sector was partially absorbed by the informal sector and indicates the high shock absorbing capacity of the latter.)
As for unemployment, it grew from 6.4 to 8.4%, or by 2 pp, in 2009 compared to 2008 (Fig.   3 ). The difference between the peak and the trough monthly values (seasonally adjusted) was larger and amounted to 3 pp (Fig. 11) . However, already from the middle of 2009, general unemployment tended to go down; it reached 8% by the end of that year and fell further to 7% by the end of 2010.
Change in registered unemployment was more dramatic (Fig. 11 ). It grew from 1.8% for the precrisis peak to 3.1% for the crisis trough (these are seasonally adjusted monthly values), which meant an increase in claimant unemployment by almost 70%. However, this jump was caused partially by institutional factors, including a sharp rise in value of the unemployment benefit (UB) and easer access to them in early 2009. Moreover, even with this additional inflow the level of registered unemployment remained low for any phase of the business cycle, the acute crisis being no exception. Again, the fall in employment and rise in unemployment appear disproportionately mild compared to the depth of the new output contraction.
A closer look into worker turnover shows which factors were likely to be responsible for the observed employment reduction. Paradoxically, in the crisis-ridden year of 2009 total separations were even less numerous than in the economically favorable year of 2007: these were 30.5% against 31.3%, respectively (Fig. 6) . In contrast to separations, total hiring decreased markedly from 31.0% in 2007 to 26.2% in 2009. This illustrates the regularity already observed: given the high rate of worker turnover, Russian firms can effectively downsize just by temporarily freezing new hires without active use of involuntary labor shedding.
The composition of outflows from jobs was also puzzling since the crisis did not bring many more layoffs. In 2009, these accounted for merely 7% of total separations and affected only 2% of the workforce. Moreover, the number of collective dismissals almost did not change and concerned under 0.5% of the workforce, as in the pre-crisis period. Therefore, Russian firms facing a demand shock kept avoiding layoffs while using -as they did before -alternative cost containment instruments and approaches.
One of these alternatives concerns changes in working hours. The underemployment overhang in 2008-09 generated by the discrepancy between changes in GDP and employment was of the scale that was observed in the mid-90s. In 2009, the annual duration of working hours per worker in the economy was less than in the previous year by 2.4%. The difference was 4.8% in industry and 6.2% in manufacturing, all due to expansion of various well-known short hours regimes (Fig. 7) . In the beginning of the crisis about 20% of the workforce, in 7 major sectors of the Russian economy for which monthly statistics are available, worked shortened weeks or took involuntary or quasi-voluntary leave. This expansion was driven largely by employers' initiative and many workers had to accept this option, given the lack of better alternatives.
What was the wage response? Did it continue to demonstrate striking downward flexibility?
Not as much as during the transformational recession of the 90s. Two major constraining factors were at work here. First, inflation, though it remained relatively high, was much lower than that accompanying the previous crisis episodes. For this reason, its contribution to the depreciation of real wages was much more modest. Second, the state increased enormously its administrative pressure on firms trying to prevent any use of wage arrears. Though this instrument was still in use, the scale was very limited (Fig. 12) . After a small increase in the first crisis months, wage arrears soon started to dissipate and already in 2010 returned to their pre-crises level. Though the nominal wage started to rise soon, it lagged behind inflation. This resulted in a real wage decline of 3.5% in 2009. By contrast, the real wage growth before the crisis was about 10-15% annually over almost 10 years (Fig. 13) . 9 This shift from growth to decline was impressive by any standards (OECD, 2011), though it may not impress Russians much, given that the macroshocks in the 90s caused real wage cuts of 25-30%. This simple analysis suggests that -the Russian model‖ is more alive than dead though in a slightly modified form. Once again the Russian labor market demonstrated its ability to accommodate major negative shocks without large losses in employment and drastic increases in unemployment. 10 This does not mean, however, that this persistent adjustment mode is close to the optimal, given all welfare and productivity related considerations. 9 The wage dynamics we observe seemed to be partially distorted by state intervention into public sector wage setting. In 2009, the Russian Government raised salaries in the sector by 30%. Without this, the overall real wage decline would be much larger. 10 Reactions to the economic crises of 2008-09 in many developed countries (for instance, Germany) differed from those used previously. Hours adjustment as a way to mitigate shock and to contain unemployment became quite popular [Cahuc P., S. Carcillo, 2011].
Institutional Foundations of the Reverse Employment/Wage Asymmetry
If wages and employment behave as described above, one may expect that these outcomes are effectively shaped by the acting labor market institutions. In order to channel firms' and workers' behavior in this direction there must be an institutional framework that slows down employment adjustments but leaves wage fluctuations largely unconstrained.
This The choice of a particular wage-employment trade-off is a political economy problem and reflects particular social and political preferences. In Russia, this institutional choice seemed to be made early in the transition and was path dependent in relation to the late Soviet period.
Employment regulations
Institutionally, the scope for employment flexibility is largely determined by firing costs introduced by the employment protection legislation (EPL). On the one hand, high firing costs contain quantitative fluctuations and introduce additional inertia into employment. On the other, equilibrium employment under high firing costs appears to be lower than it would otherwise be [Bertola, 1990; Lazear, 1990; Heckman, Pages, 2003 ].
In Russia, the EPL constituted an important part of the labor legislation accumulated in the would be more correct to say that the use of TWA work is de facto prohibited by the law although this prohibition is often poorly enforced.
Minimum wage
The minimum wage sets a wage floor and can, therefore, constrain downward wage flexibility. In Russia, during most of the transition period, the minimum wage was fixed at a low level and was hardly binding for the majority of firms in the economy. Indexation was irregular, lagged far behind inflation, and had a short-run effect on relative earnings. The evolution of the minimum to average wage ratio is presented in Fig. 14 . It was usually less than 10% and fell under 11 Some recent studies also consider the Russian EPL flexible or even extremely flexible. However, we believe that they misinterpret some elements of the Russian legislation. For their critical appraisal see (Kapelyushnikov, 2011) .
5% for some time in 1999-2000. Starting from Jan 1, 2009, the minimum wage almost doubled in nominal terms from Rbl 2,300 to Rbl 4,330. Initially the ratio increased to a quarter of the average wage, but it decreased again since then. During the whole transition period, it was much lower than in the EEC.
Why was the Russian Government so committed to a low minimum wage policy? A few considerations might simultaneously be at work here.
First, this could be motivated by fiscal constraints. In the 90s, multiple social benefits were tied to the minimum wage and any increase of the latter gave an impetus to inflation of social spending. Second, any rise in the minimum wage (abbreviated in Russian as MROT --minimal pay level‖) shifted upward the whole pay scale in the public sector, thus also inflating total spending.
Recall that in the 1990s the general government budget was running a large deficit, though it turned into surplus by the mid-00s. Third, the enormous heterogeneity of the Russian regions implied that any large increase in the minimum wage could severely lower employment in the most depressed regions. Since the average wage in better performing regions was more than three times higher than in the worst performing regions, the MROT equalled a mere 15% of the average wage in the first group (such as Moscow or Tyumen) but might easily exceed 50% in the second (containing the autonomous republics of the North Caucasus, among others).
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Taken together, these considerations might explain why the Government stuck to a policy of a low minimum wage. It initiated upward adjustments only when it considered this politically beneficial. As might be expected, such moments usually coincided with approaching elections.
Unemployment benefits
Another upward pressure on the wage floor can be generated by unemployment benefits (UB) since these also tend to affect the reservation wage and ultimately the whole wage distribution.
Russia entered the transition having no open unemployment and consequently no social protection 12 Until 2006, MROT was set by the federal authorities at the level that was uniform for all regions.
According to 2006 amendments to the Labor Code, in addition to the federal MROT, each region should introduce its own -regional -minimum wage not lower than the MROT. By the time of writing, we had no hard data to evaluate an impact of this new norm. Some regions refrained from raising regional minimum wage level above the MROT level, others raised it not substantially, still others raised it but with significant exceptions. One of the highest minimum wages was in Moscow but even here it made about 25% of the average wage.
targeted at the unemployed. The safety net to cushion emerging social costs had to be created from In this context, the UB level was unable to act as an effective wage floor. Its evolution ( Fig.   15 ) tells us basically a story similar to that of the minimum wage. The average UB to average wage ratio reached a peak of 30% in 1998 but subsequently declined gradually. It was under 10% before the 2008 crisis. The increase of the maximum UB value to 4,900 Rbl in late 2008 did not change the ratio significantly. Low UB levels and the lack of job vacancies at the disposal of the Public Employment Service (PES) discouraged job-seekers from applying to this agency and contributed to low claimant unemployment. Again, the combination of fiscal constraints and heterogeneity in the regional labor markets tied the hands of government with regard to any significant upward UB adjustments.
Summing up, in Russia the wage floor has always been (and still is) effectively low for various reasons. If wages tended to decline, the low wage floor did not prevent deep falls.
Two-tier wage structure
In Russia -in both the private and public sectors -the individual wage typically has a twotier structure. The first part (tier) is fixed (basic, tariff-based) and rigidly contracted, while the other one is variable and therefore flexible. 13 As Table 2 illustrates, it is large in all sectors including the public one. As mentioned earlier, the variable part includes various bonuses or wage premiums which in sum indirectly reflect financial performance of the firm and, since performance may vary over time (and across firms), it tends to grow in good times (and in good firms) and shrink in bad times (and in bad firms). The public sector (containing public universities and schools, hospitals, museums, research institutions, etc, which are funded from the federal or local budgets), though 13 Here we do not mean that the variable part is informal and is paid -in an envelope‖. If this informal component in a particular job exists, it adds the third and the most flexible component.
heavily regulated by the government, follows basically the same two-tier wage-setting logic as the private sector. Here, the variable part is linked to revenues of regional/local budgets. If the latter get richer, public sector workers (funded from these budgets) enjoy higher earnings, other things equal [Wages in Russia, 2007] The large and persistent variable component in the two-tier wage structure works as an automatic risk-sharing device in the face of high uncertainty in the market environment [Bigsten et al., 2003 ]. This assumes an implicit contract between risk-averse workers and managers who appear also to be risk-averse. In other words, a significant portion of labor market related risks is shifted onto workers.
Trade unions and wage agreements
Trade unions (TU), if they are numerous and powerful, constrain wage flexibility. TU usually bargain for wages but leave some room for managers to decide on employment adjustment (governed by the EPL).
A superficical glance at the Russian labor market would suggest a very rigid corporatist arrangement inherited from the Soviet past. If to judge using conventional measures, the wagesetting in Russia seems to be highly centralized and coordinated [Cazes, 2000] . It has a multi-layer bargaining structure with the Tripartite Commission on the top (adopting national level tripartite agreements), industry level tariff agreements between employers' associations and sector-specific trade unions, and in addition tripartite agreements at regional level. 14 Within this framework, firms would seem to be completely constrained in their wage policy; almost no room is left for either upward or downward decentralized wage adjustments. However, this conclusion would be completely misleading since it ignores important nuances concerning the functioning of the system. TU density, which was close to 100% at the start of the transition, has eroded gradually, though in the corporate sector it still remains rather high. The major TU (abbreviated as FNPR in 14 In 2010, there were 61 industry-level and 75 regional level agreements while the total number of firm level collective agreements was around 170 thousands (FITUR reports).
Russian or FITUR in English) 15 claims to represent about 70% of workers in large and medium sized firms. How many of these members exist on paper only remains, however, a big question [Ashwin, Clarke, 2002] . In the 2000-s, annual losses in membership made up around 5% or 1 million members, as reported by FITUR. Outside the segment of large and medium sized firms (employing about 50% of all employed in the economy) the TU do not seem to exist at all.
The low level of union voice and mobilization capacity derives partially from structural changes within the labor force. Among these were the employment shift from large-scale industry to the service sector, where small firms prevail; the growing non-unionized sector; rising heterogeneity and the segmentation within the unionized sector.
High wage inequality in the unionized sector, the two-tier wage setting system (with a large upper tier), and low strike activity are clear indicators of low TU capacity. Otherwise (if the TU were stronger and more influential), one might expect to see lower variation in wages, a smaller variable part (if any) in the wage structure, and higher frequency of strikes across the economy compared to that observed at any moment during the period. In this regard, the Russian case is of special interest due to the high heterogeneity of the country and the lack of a tradition of obedience to the law. As M.Saltykov-Tchedrin 16 put it in the XIX century, «the stringency of Russian laws is offset by their non-observance». Non-observance of laws and rules is a key element of the observed flexibility.
Efficiency of enforcement
Weak enforcement (which reflects weak capacity of the state) concerns all major wage and employment regulations. As already discussed, wages are not paid on time and in full, the variable part of wage payments is usually not fixed by a contract, working hours may be shorter than the 15 Alternative TU are not numerous and their activity is concentrated in a few narrow sectors or even firms. 16 Attributed to М. Saltykov-Tchedrin (a famous Russian writer (1826-1889), who also served as a vice-governor in one of the provinces of the Russian Empire).
bottom limit permitted by law or much longer than the upper limit, the minimum wage is not binding, firings are substituted by semi-voluntary quits, just to mention a few examples. The systemic imitation of strong governance does not prevent the adjustment from proceeding beyond and despite formal rules. This may explain the puzzling association between stringent regulations (on paper) and remarkable flexibility (in practice).
Poor observance of the law is well recognized by all labor market agents, as illustrated by data from a specially organized survey. According to this survey, the proportion of enforcers believing that EPL observance does not pose any problem is strikingly small. This opinion is shared by just 3% of the judges, 8% of the employers' representatives, and by 3% of the TU regional leaders that were surveyed. None of the surveyed labor inspectors or the PES top officers took this position. If measured on a 7-point scale with the maximum given to complete observance, the Russian regions vary from 2.3 to 5.0 points. Most of the averages are under 4 points, while the employers only assign just a little more than that ].
In the early 2000s, the Russian authorities announced far-going plans to bring -more law and order‖ into all areas of economic life, including the labor market. In the context of these measures, not paying wages on time became a serious crime punishable by imprisonment, for example. This helped to curb the wage arrears epidemic but brought little law obedience in other areas. On the contrary, firms began to seek -refuge‖ in less regulated and not so well monitored areas.
Obviously, such extralegal (beyond the rules) adjustment creates an uneven playing field and generates uncertainty for firms and workers. documents that in Russia EPL enforcement varies significantly across regions, localities, and firms. This paper argues that the variation in enforcement across regions is translated into variation in labor market performance, if the endogeneity of enforcement is accounted for. Stricter enforcement raises EPL costs, other things equal, affecting employment negatively and unemployment positively. Inter alia, this implies that the EPL is stringent enough, if the formal regulations are thoroughly applied. The cost of this stringency would be in lower employment and higher unemployment than was actually observed.
In practice, the active bypassing of the formal rules by firms contained the costs of labor turnover. Firms could easily get rid of some workers or decrease wage costs for others and, at the same time, this allowed them to hire new workers with little fear of getting stuck with these workers (and associated costs) in case of a sudden downturn. break. 18 The third point relates to prospects for institutional reforms more generally. The Russian 18 There is an analogy with relationships between trust and demand for regulation. As (Aghion et al, 2010) argue, low trust societies are unable to solve many emerging problems and demand, therefore, authorities are afraid of social protests and therefore may opt for freezing any reforms that are likely to activate displacement.
Political Economy Perspective
Another implication of the Russian model is that individual exit strategies strongly dominate collective voice. On the one hand, workers' voice remains weak, due to the low political influence and mobilization capacity of trade-unions; on the other hand, intensive labor turnover implies the popularity and availability of exit.
Strikes in contemporary Russia are extremely rare; activity was somewhat higher in the 90s, but then declined in the 2000s with the return to the growth path and virtual disappearance of wage arrears (Clarke, 2007) . Even more important, there was no revival in strike activity during the 2008-09 crisis, despite a visible deterioration in wage and employment conditions for a large part of the labor force. 19 Occasional protests of workers in mono-industrial towns that were sparked by the crisis (and which attracted significant public attention at the time) were relatively quickly and easily neutralized by focused governmental interventions. The problem here is not just that voice has been weak (as it, in fact, has) but that the exit strategy for workers seems, on average, to be much cheaper in relative terms. tends to destroy trust. As a result, low trust leads to more regulation and we get full circle. 19 Partially this could be explained by multiple stipulations hindering initialization of strikes, which were introduced in the new 2001 Labor Code.
There are also a few reasons for firms to make a similar choice. First, they have an almost automatic built-in stabilizer working through procyclical movements in labor costs. Firms can easily rely on this option since they feel little competitive pressure to modernize or restructure (otherwise, they would be forced to restructure their manpower keeping competitive wages). Second, as suggested by surveys, enterprise managers consider layoffs as a very costly and conflict prone adjustment measure. These perceptions may also shape -other things equal -preferences for price adjustment, leaving layoffs as a last resort option. Third, this model does not exclude quantitative adjustment, but channels it into the mechanisms of individual quitting or shifts it beyond formal regulations.
As for the government, it feels quite satisfied with this model largely because unemployment tends to stay at a low level. This minimizes possible political risks associated with quantitative adjustment given that strong fear of unemployment is so widespread in the Russian society. In addition, low unemployment contains the fiscal costs associated with social protection of the unemployed. Last but not the least, the impressive wage growth across the board in upturns is likely to be translated into high Presidential and Government approval ratings [Treisman, 2010] . 20 This coincidence of preferences among major actors forms a robust institutional equilibrium strengthening path dependence and making a retreat from it difficult and costly.
Conclusion: A Balance-Sheet of Pros and Contras
What is the resulting pay-off generated by this model? The emerging balance-sheet is ambiguous. Since actual gains and losses produced by this type of labour flexibility are closely intertwined and hard to disentangle, its welfare implications turn out to be mixed. The general conclusion from this balance-sheet is that the Russian labor market helps to buffer various shocks but is not friendly to restructuring and to coping with competitive pressures.
However, since labor market outcomes are determined by many powerful factors outside the labor market per se, one can speculate that the Russian model was the best available in the given circumstances of the deep recession, macroeconomic and political uncertainty, and unfriendly institutional environment. The choice of this particular model was highly inertial at all stages of the transition period. Its conservation at the stage of economic growth contributed to distorting and slowing down the restructuring process. All that suggests also that the partial positive implications of the model emerge as a second best outcome from the actual circumstances and policies.
The Russian labor market institutions are -as we can see -complements; they form an institutional equilibrium. In the given institutional environment major market agents emerge as beneficiaries. This makes the model robust to occasional interventions and brings strong path dependence. It has survived several shifts in macroeconomic regimes, a few attempts at partial reform, and four external macroshocks. Despite all this, its modus operandi has changed little.
Moreover, some adjustment mechanisms, which had seemed to disappear under governmental pressure or during the growth episodes, came back as soon as a new crisis emerged. Such path dependence makes radical restructuring of the institutional core of the model a formidable challenge. In order to solve the equation, the government should move simultaneously in two different directions. On the one hand, labor market regulations need to become simpler, more transparent and less costly for major actors. On the other, enforcement of laws and contracts should be improved radically. These strategies should complement each other, being two sides of the same policy. The Russian experience suggests that reforming the model from above does not work well.
However, if large-scale domestic and foreign investment would have come in to set up enterprises across the country to take the place of the dying enterprises and to bring new technological and organizational know-how, then its gradual reformatting could emerge from below. But the chances this can be achieved in the mid-term perspective are slim. Therefore, the specific features of the Russian labor market that were discussed above are likely to be reproduced and observed in the future. 
